
Riding The 
Market Roller 
Coaster
Many Investors Are 
Underestimating The 
Market Volatility
Two guys were walking down the 
sidewalk.  One of them spots a $10 
dollar bill in the road close to the 
curb.  He walks over, looks around 
for any oncoming traffic and 
proceeds to pick it up.  It was a great 
rate of return for his time and risk.

In another situation, a guy spots a $1 dollar bill in the middle of the freeway 
during rush hour traffic.  Question; Although it really is a dollar, is it worth the 
time and the risk to play Frogger in an attempt to get the $1 bill?  Would you send 
your Grandmother out there to retrieve the dollar?

Undoubtedly, somebody is going to take the risk and may successfully retrieve 
the dollar (or may get crushed by a car).  Would you be willing to take that risk?

In the world of investments, we can find ourselves wondering the same thing.  
Mainly, is the investment worth our time or risk if we are pursuing a dollar of 
gain?

When investing, we should always be attempting to assess if the return is worth 
the risk.  What is our possible upside and what is our possible downside?

Economies and markets go in cycles.  These cycles are fractal.  There are mini 
cycles within medium cycles within larger cycles, all of which are extremely 
difficult to predict with precision and certainty.

Regarding investments, we do have some ability to use averages and history to set 
expectations.  For example, we know that over long periods of time, the U.S. 
economy has grown at an average rate (before inflation) of about 5%.  Corporate 
earnings are a component of GDP (about 5% of GDP).  And since stocks usually 
move in the direction of corporate profit growth, stock prices should track and 
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correlate to overall economic growth.  If the economy is growing, so should 
corporate profits.  If corporate profits are increasing, stock prices usually reflect 
this increase with higher stock prices.

Unfortunately here in the U.S. we aren't getting strong or usual economic growth.  
Nor are we experiencing increasing and growing corporate profits.  We are 
experiencing steady corporate profits at unusually high ratios relative to overall 
GDP.  We are in a period of slow growth with predictions coming in the 1.5% to 
2.5% GDP growth.  Europe is fairing worse as they proceed through a debt crisis.  
Some European countries are seeing their economies shrink.  They are already in 
recession.

The Federal Reserve is driving down interest rates as a means of stimulating the 
economy.  The current rate on a 10 year U.S. bond is 2.33%.  Any investor that 
can't handle extreme volatility has to take shelter in safer plays like bonds with a 
portion (or perhaps all) of their money.  But in an effort to shield themselves 
from volatility, they must accept a low bond yield of 2.33%.  That rate of return is 
hardly enough for them to meet their longer term goals or fund their retirement 
income needs.  In addition, the bond yield is lagging the most recent rate of 
inflation of 3.9%.

Some investors will try to find shelter in dividend paying stocks.  With the 
average dividend yield on an S&P 500 stock at 2.4%, they figure that they can 
collect the dividend which is higher than the safe bond yield and still have upside 
potential.  But chasing the upside potential opens them up to experiencing the 
downside risk and volatility which is much higher than many of those same risk 
averse investors realize.

I often ask investors (including my own clients) to name a stock or two that they 
feel is "extremely safe."  The two names that come up often are Proctor & Gamble 
(makers of Pampers Diapers and Charmin toilet paper) and Johnson & Johnson.  
Proctor & Gamble has a current dividend yield of 3.3% while Johnson & Johnson 
has a dividend yield of 3.6%.  Some find this attractive in today's markets 
especially when comparing to the U.S. 10 year bond yield of 2.33%.

During this last European banking crisis (which may not be over), Proctor & 
Gamble (PG) dropped from a price of $66.37 on May 19th to $58.81 on August 
8th.  That's an 11.39% drop in value.  That pales in comparison to the drop it 
experienced during the U.S. banking crisis when it dropped from $66.44 on 
12/12/07 to $40.52 on 3/9/09 for a 39.01% drop in value.  How would you feel if 
you had a $1 million dollar portfolio that dropped to $610,000 while being 
invested in a "safe dividend stock" like Proctor & Gamble?  Can you really handle 
that drop emotionally while collecting your 3.3% dividend?

Johnson & Johnson was a similar story.  During this European banking crisis, 
JNJ dropped from a price of $67.06 on 7/14/11 to $59.67 on 8/10/11.  That's an 
11.02% drop in value which was much lower than the drop it experienced during 
the U.S. banking  crisis when it dropped from $65.19 on 9/8/08 to $42.76 on 
3/9/09 for a 34.41% drop in value.
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Others still will say, "Why bother with the boring dividend players that are going 
nowhere when I could get into growth areas of the emerging markets like Brazil, 
Russia, China, and India?"  And for those I refer back to the numbers.

The iShares MSCI Emerging Markets Index ETF (EEM) which tracks the 
emerging equity markets dropped in value during this last crisis from $49.70 on 
4/26/11 to $34.36 on 10/3/11 for a 30.87% drop in value.  That was a minor 
bump compared to the U.S. banking crisis when the ETF dropped from $52.06 
on 10/31/07 to $17.28 on 11/20/08 for a whopping 66.81% decline.

Investors may take some comfort in the statement, "But they will all be higher in 
the long run."  It should be noted that Proctor & Gamble, Johnson & Johnson, 
and the emerging markets index are all trading lower today than they did at dates 
back in 2008.  We should be careful in defining, "the long run."

The lesson in all of this is the reality of risk.  That in an effort to earn what many 
would describe as less than desirable rates of return (we are staring at low to mid 
single digit rates of return in the near term), investors should be prepared to 
experience very high levels of volatility.  The European banking crisis may have 
been avoided in the short term, but they have not solved their debt crisis in the 
long term.  You can't solve a debt crisis with more debt (no different for an 
individual).

The United States is facing its own fiscal issues after logging its third year in a 
row of $1 trillion dollar deficits, an insolvent Medicare and Social Security System 
and a low growth economy.  States are facing their own debt issues which pale in 
comparison to their unfunded pension obligations which are putting towns, cities 
and states at the brink of bankruptcy.  Europe is not out of the woods just yet.  
We have many issues that have the potential of turning into another impending 
crisis in the near future.

When you decide to invest in an environment like this, it is imperative that you 
realize the underlying volatility.  This is part of the current cycle that we are in 
(that may last for years).  Most investors need growth to meet their long term 
returns.  But most investors cannot handle the emotional turmoil of such extreme 
volatility where even the safest of stocks can decline by 30% to 40%.  Further, 
some investors are either too close to retirement or are already in retirement and 
can't sustain a big loss in portfolio value.

We must all ask ourselves what our real tolerance for risk is when markets behave 
more like a daily, weekly, monthly, or yearly crapshoot than rational investing.  If 
you chase growth, can you really emotionally handle a decline in portfolio values 
of 10%, 20%, 30%, or even 50%.  If you can, then you are ok to proceed towards 
chasing the higher growth.

If we go back to the story of two guys picking up money on the road, the current 
environment is more like trying to fetch a dollar bill in traffic.  There is a level of 
inherent risk that may not be suitable for many individuals.  There will always be 
some knuckle-heads that do some risky things in the pursuit of money. And 
sometimes things don't always work out for them (see Lehman Brothers, Long 
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Term Capital Management, Bear Stearns, AIG, Wachovia, Countrywide 
Mortgage, and now in today's news is MF Global).  Humans, being distracted by 
greed are inherently poor at risk management.  For examples of human greed and 
risk, purchase any daily newspaper and you will read plenty of stories that took 
place in your local community.  People do dumb things all of the time.

I like to remind wealth builders that not all is bad in the world.  It is not only 
possible but very doable to increase wealth in all types of markets.  Our future 
wealth is the sum of savings plus investment growth.  But even if present growth 
is low, wealth builders win by saving cash and making sure that they don't lose 
large sums of money.  Regardless of times, there are always individuals that 
increase their wealth.

On a similar note, our net worth is the difference between our assets and our 
liabilities (debts).  By maximizing our earnings and living below our means, we 
can boost savings.  Boosting our savings adds to our assets.  Paying down debts 
also improves our net worth.  We all tend to forget the simplest of financial 
principles.  Slow and steady does fill the purse.  Saving money and paying down 
debt drives our net worth north.

And if there was a time to remember the basics of wealth building it should be 
during investing environments and equity markets like the ones that we have 
been experiencing during the past few years.

Finally, if growth projections are lower because of macroeconomic conditions 
beyond our control, we must save MORE to meet our long term goals, not less.  
More savings, less debt, and don't take risk that you really can't stomach if the 
worst case scenario plays out.  You should only take risk with funds that you 
could afford to lose.  If you can't afford the losses, you shouldn't be taking the 
risk.  Our objective is to have you positioned in a portfolio that is suitable for your 
real tolerance for risk/volatility.  We all like growth (I know I do).  But I also hate 
losses, especially when I know how hard it is to save money.  So we seek to strike 
a balance.

Should you have specific questions, need further advice or would like to discuss 
your specific situation, please feel free to contact me at:

paul@kindzia-investments.com

(770)281-8755 - Office direct

(678)524-3995 - Personal 
Mobile and texting

paulkindzia@gmail.com - Apple 
FaceTime
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